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BUYING AND SELLING A PRACTICE
The buying and selling of accounting practices
has been of importance over the years to perhaps
thousands of practicing CPAs. It seems likely that
this activity will increase in coming years as more
CPAs reach retirement age and find that the value
of their practices constitutes a major portion of
their estates.
Because the goals of buyer and seller were mu
tually exclusive, the tax considerations of such
transactions have traditionally created difficulties
and have undoubtedly reduced the selling price of
practices.
The principal asset being sold (goodwill) would
produce a capital gain for the seller but result in
the cost being capitalized (almost forever) for the
buyer. Or, if the buyer expensed the cost of good
will (in the form of compensation for services),
then the seller had to cope with ordinary income.
In recent years, the courts and the IRS have
alleviated the problem by permitting the buyer to
take a deduction for the cost of a lost or termi
nated client, provided that the original contract
identified each client and the allocation of pur
chase price to that client.
One example of this was contained in a tech
nical advice memorandum published by the na
tional office of the Internal Revenue Service.
In the case mentioned, the taxpayers entered
into a conditional sales agreement to purchase
their former employer’s accounting practice. Val
ues were assigned to all assets purchased, in
cluding goodwill and client lists. Each client
purchased was valued separately, based on ap
proximately 78 percent of the previous year’s bill
ings net of some adjustments. Not all clients were
purchased and those with billings under $100 were
not valued.
The value of goodwill was based upon five times
excess earnings, reduced by one-third. That onethird deduction was agreed to because the seller
and the purchasers believed that one-third of the
excess earnings was based on clients that had

been developed by the new owners while they
were employees of the seller.
The buyers took a loss deduction on their tax
return in an amount equal to that paid for each
client that was lost during the balance of the year
of purchase.
In determining whether the taxpayers bought a
single unitary asset which included goodwill, or
individual accounts, the memorandum stated that
it is necessary to look at the history of the under
lying transaction. In this particular case, the pur
chasers and the seller used a specific method of
establishing the value of goodwill and placed an
individual value on each account purchased. They
obviously attempted to identify and separate
goodwill from the other elements of value, and
value the accounts individually rather than collec
tively as a mass asset.
The conclusion reached in this memorandum
was that, based on the facts presented and pro
vided that the values used for the individual ac
counts and goodwill properly reflected their bases
(facts that fell under the jurisdiction of the dis
trict director), the taxpayers were correct in the
method used in arriving at the section 165 (a)
deduction taken for the accounts lost during the
year in question.
Valuation of clients must be based on economic
reality and not on arbitrary, capricious or self
serving techniques. Client’s age, profitability, size,
fee structure, type of business, growth potential,
payment record, etc., would be some factors enter
ing into the valuation process.
It would seem that any accountant in buying a
practice would have to have some equally exhaus
tive method for valuing accounts that could with
stand challenge by the IRS.
Every viable practice will suffer some attrition
and it is reasonable to expect that this strategy
will permit a recovery (with regard to tax) of
most of the original purchase price within 10
years—depending on the clientele purchased. Of
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course, there is no cost attached to new (replace
ment) clients and consequently nothing to
capitalize.
While this device does not solve all of the prob
lems, it is a move in the right direction and can
facilitate the sales of practices which formerly
were stymied because of tax considerations.
Another tax factor that tends to bring buyer and
seller closer, albeit in a negative way, is that capi
tal gain results are not that much better than
ordinary earned income. When you consider the
increase in the alternative tax to 35 percent, the
minimum tax of 15 percent and the maximum tax
on earned income of 50 percent, the gap is not as
significant as it once was.
In any event, it seems that the practitioner who
wants to retire and decides to sell instead of tak
ing the merger route will have an easier time of
it today than he would have had a few years ago.
— by Joseph N. Switkes, CPA
Washington, D.C.

EDP Security
According to the Newsletter published by Coopers
and Lybrand, to put EDP security into proper
perspective one should consider the economic
consequences for a business if
□ Inventory purchases or production sched
ules were based on inaccurate data.
□
Shipments weren’t being billed.
□
Computer files or programs were lost.
□
The computer were down for a week.
With the increasing use of EDP systems in
smaller businesses, practitioners should be alert
to the hazards that threaten the security of clients’
installations. The following controls, which focus
on areas of potential weaknesses and risks, have
been designed to diminish the risks from errors —
as well as from fraud and disaster.
Application controls
Application controls are designed to prevent
errors in data input, conversion, and related proc

essing and maintenance of data, unauthorized in
put or manipulation of data and unauthorized
access to data. Here are some ways this can be
achieved:
□ The hardware or the software controls must
be strong enough to restrict access to the
computer and its programs and files to
authorized individuals only. Access controls
include
1.
Using badges, passwords or keys.
2. Limiting specific persons to specific func
tions only.
3. Using a software-prepared log listing ac
cesses and attempted accesses to the sys
tem.
Usage can then be reviewed for unusual events.
Input

Techniques that may be used to control com
pleteness and accuracy of input include:
□ One-for-one checking. Comparing informa
tion on a CRT screen to source document.
□ Batch totals. Comparing computer-produced
total of transaction amounts to a manually
prepared total.
□ Sequence check. The computer can check
the sequence of numbers of documents or
transactions and report missing numbers.
□ Matching. The computer can match or com
pare input data with related data on master
or suspense files, e.g., compare all sales
orders with records of goods shipped.
□ Programmed checks. The computer can
check for reasonableness, e.g., flag shipments
under 20 or over 1000 units; for dependency,
e.g., compare pay rate with pay scale for em
ployee’s classification; and existence, such
as whether a sales order contains valid prod
uct codes.
□ Prerecorded input. Documents with pre
printed information in machine readable
form can prevent many errors commonly
found in the input process.
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□ Key verification. This is the duplicate keying
of data, with comparison of the two entries
by a conversion device.
Usually, the first priority should be complete
ness of input as the adverse effects are usually
greater if a series of transactions, rather than just
one, are not processed properly. Similarly, effec
tive control of "standing” data in a system, such
as pay rates or product prices, is more important
than individual transaction data.

Processing
The control techniques described for input gen
erally apply to the processing system as well, in
cluding updating computer files. In systems
where one input file updates several master files,
or where the output of one processing cycle serves
as the input to another, the controls must ensure
that transactions are processed accurately and com
pletely by the computer and that the data is valid.
Validity checks can be manual, e.g., initials on
a document or programmed into the system as a
credit limit on a new customer might be. Where
manual authorization takes place, authorization
should be carried out after transaction-complete
ness has been established or after processing has
been completed. Where transactions are com
puter generated, control over the input data as
well as over the programmed decisions becomes
particularly important.
Controls over the maintenance of data should
also be built into the system. These include recon
ciliation of individual balances in one or more
files with a control account, a periodic print-out
of a file for review by appropriate personnel, and
using software to interrogate a file for certain
attributes such as unusual balances in inventory
positions.
All rejected or flagged items should be inves
tigated and controls should exist to ensure that
only the corrected items are re-entered into the
system. Controls should also include printing a
separate report of rejected items or maintaining
a file of them within the computer system.

Output
Though many of the controls affecting output
have been covered in connection with processing,
there are some additional considerations regard
ing distribution of output to the proper people.
For example,
□ Error listings and reports should be for
warded directly to the individuals responsi
ble for taking corrective action.
□ Computer-produced checks, etc., should be
delivered intact to authorized personnel.

□ Controls over computer output could in
clude lists of authorized output recipients,
sealed transmittal envelopes or boxes, and
instructions for user departments to ac
count for the sequence of reports they re
ceive.

Integrity controls
Integrity controls usually apply to all computer
applications and deal with the development and
use of computer programs, the security of pro
grams and data files and other aspects of EDP
department operations.

Implementation controls
For systems to function as intended, there must
be controls over the development of new applica
tions and changes to existing ones. Normally,
there should be at least two major and distinct
stages of testing to ensure that the system actu
ally performs as intended:
□ Program testing, by programmers, to ensure
that programs function in accordance with
detailed program specifications.
□ Systems testing, usually by systems an
alysts, to make certain that all programs in
the system work together to meet the sys
tem’s requirements. This includes parallel
processing of the old system and the new
system replacing it to ascertain that the
total system (including clerical procedures
and user controls) functions properly.
In the systems acceptance procedure, systems
are reviewed and tested by the users before the
processing of live data. This takes place at several
strategic points in the development of a new sys
tem.
Attention should also be given to controlling
changes to existing systems and programs. Proce
dures for prevention of unauthorized program
modifications should require the preparation and
approval of a request form for every change. The
request forms can be logged or placed in numeri
cal order so that they can subsequently be ac
counted for.
Before the modified program is used, there
should be formal proceedings, similar to those
required in systems development, for testing,
documentation and final user acceptance.
Program security controls
If possible, segregation of functions should ex
ist not only between the user department and
EDP personnel but also between personnel in dif
ferent EDP functional areas.
(Continued on page 8)
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Income Tax Appeal Procedure

Last year the Internal Revenue Service selected
for audit some 2 million individual tax returns out
of the nearly 83 million filed. And, about 2 out of

every 3 of those audits resulted in an increased tax
liability. Should your client wish to appeal any
change in tax liability resulting from an examina
tion, the following flowchart may help in explain
ing the procedure.
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How to Get People to Listen Carefully
to What You Are Saying
We all communicate with many people each day
and, in addition, are constantly bombarded with
radio and television advertisements. Consequently,
we tend to tune out much of this communication
and become selective listeners. In order to get
someone’s attention, it is essential to get on his
wavelength.
Personal communication starts with asking in
telligent, probing questions that encourage people
to think. These can be quite general questions such
as, "What do you think about this project?" to a
fellow employee, or to a potential employee, "What
are some of your strong points?" But the answers
will reveal the other person’s attitudes and give
you a starting point when you speak.
The questions can be more specific should you
wish to focus the conversation. For example, if
you wish to suggest a major change to a client, you
could first ask, "What directions do you see your
company taking in the next five years?" Based on
the reply, you can then talk in terms of that fiveyear plan and have the client’s full attention. And
don’t forget about body language when using this
questioning technique. We are visually oriented,
and often a look will speak louder than words.
Think friendly and you will communicate that
way. Naturally, you must remain silent if you want
others to initiate the conversation, but form a
question in your mind and let it show on your
face. You will be surprised at how people open
up to you.
Mentally summarize what the other person is
saying and trust your mind to formulate a good
response. If your attention fades, ask a clarifying
question or offer feedback.
Feedback is a two-way communications tool. It
is an excellent way to show clients that you are
listening to them, and to encourage them to con
tinue talking and to listen carefully to what you
are saying. Here are five ways of utilizing feedback:
□ Rephrasing to encourage elaboration. By re
phrasing something said to you, you can en
courage a client to expand on the subject or
to shift his perspective. For example, if a
client says, "We plan to double our product
line in the next 18 months while only increas
ing our sales force 20 percent," you could
say, "You plan to expand your product line
much faster than your sales force then." This
would encourage further communication.
□ Interpretation to shape someone’s thinking.
If you can interpret the attitude of the person
with whom you are talking and converse ac
cordingly, you can more easily get through

to him. For example, a defensive person
would mentally block out things he did not
want to hear such as criticism. By taking a
constructive approach to what he is telling
you, such as agreeing about the difficulties of
the situation, and demonstrating your will
ingness to listen, you can focus his attention
on solving the problem at hand.
□ Empathizing to communicate understand
ing. Often there is no need to take a stand, or
to take sides or acknowledge the source of
any fault. If you can convey to clients that
you understand their feelings and that you
wish to know the facts, they are more likely
to listen to you and agree on the appropriate
action that should be taken to rectify what
ever problem exists.
□ Reinforcing to expand on what they say. As
you ask questions, listen and offer feedback,
people will make points with which you can
agree. When they do, increase the importance
of what they are saying by agreeing with
them and expanding on what they have said.
□ Refocusing to direct the conversation. This
type of feedback can be used to focus the
client’s attention on the benefits of what you
are suggesting and away from any drawbacks
or arguments that he was raising. An exam
ple of this would be a situation in which a
client complained about an increase in fees.
You could agree that the fees were higher,
but point out that extra time had been spent
on tax planning which would benefit the
client in the long run.
Getting people to listen carefully to you involves
talking their language and using their thinking as
a springboard for what you have to say. This is the
main reason for starting a conversation with some
probing questions.
By providing feedback, you make it easier for
a client, or any one else for that matter, to accept
what you are saying. It is almost as if you are
merely elaborating on what they were saying. How
could anyone argue with that?
While rephrasing and empathizing encourage
people to say more, these are neutral approaches
to feedback. However, interpreting, reinforcing
and refocusing do allow you to exert some control
over the conversation. They allow you to make
statements that are accepted without raising any
defenses.
These are good ways to get people to listen care
fully to you.
-Based on material supplied by John Short,
Optimal Marketing & Management,
180 Newport Center Drive,
Newport Beach, CA 92660
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Practice Management Profile
This is the second of two features showing the
highlights of the 1977 regional survey of operating
data and other information on the management

of an accounting practice. The results were sup
plied to us by Ernest MacIver, chairman of the
Texas society’s practice management survey com
mittee. The italicized figures in the tables (top line)
represent the 25 percent most profitable firms.

Exhibit 1
Capital Investment 1977
Individual
30,013

Acct’s rec. and WIP March 31..............
June 30..............

Sept. 30..............

Nonnational
Medium
87,223

National

Large
251,858

408,568

451,417

13,355

25,907
29,768
23,277
29,411
23,017
33,212
24,740

53,646
87,211
55,447

206,774
232,302
187,167
241,520
180,618
249,769
187,217

23.0

24.3

30.4

35.3

20.7
19.5
17.7
18.3
16.9
20.1
18.5

22.4

27.5

35.0

19.4
28.0

18.6
20.1
18.4
19.9
20.3
21.0

26.9

31.7

20.3

23.5

24.1
20.6

30.8
24.9

31.7
33.9
30.9
34.1
31.6

1492

1580

1414

1117

1454

1492

1387

952
1709

14,870
25,440
12,700
23,891
12,185
26,119

Dec. 31..............

Small
38,494

62,193
76,045
52,645
81,070

435,910

395,310
243,962

332,775
278,670
349,728

Percentages of Net Fees

Acct’s rec. and WIP March 31..............
June 30..............

Sept. 30..............

Dec. 31..............

28.7

23.9

11.6

13.2

21.7

Average Hours Worked for Latest Year
Chargeable

Partners-Practitioners....................

Staff............................ .....................

Clerical ...........................................

1596
1451
1601
1399
1148
1012

1622

1749

1698

1467
836
853

1676

1683

1115

816

1053

854

1573
335
434

2137

2077

2279

2267

2348

2013
1953
1723

2092

2255

2311

2017

2170

2249

1859

2208
2181
2107

2148

2211

1849

1774

2053

2031

2032

1636

1770

1984

2023

2039

Total hours

Partners-Practitioners....................
Staff.................................................

Clerical ...........................................

7

Exhibit II
Percentage Net Fees by Source—Weighted Averages 1977
Small
23.4

Nonnational
Medium
27.9

20.8

25.5

17.5

38.2
4.4
6.0

14.1
12.8
36.9
37.1
6.6
6.2

16.8

14.5

Individual

Auditing...............................................

Unaudited financial statements..........
Tax services........................................

Management advisory services..........
Otherservices (including
write-up and data processing)........

Totals...................................................

16.5
15.0
14.0
14.4
33.6
34.9
8.2
6.9
27.7
28.8
100.0
100.0

15.4
37.9

National
Large
31.5

63.3

29.3
13.6
13.4
33.1
34.8

58.5

5.8

5.0

8.3
3.1
2.7
100.0
100.0

19.6

18.4

5.0
16.0
17.5

100.0

100.0

100.0

100.0

100.0

100.0

4.4

3.6
24.2

26.9

Percentage Income Statement
Net fees...............................................
Professional staff salaries,
excluding partners..........................
Other salaries, excluding
partners.........................................
Outside services-consultation,
data processing..............................
Personnel expenses-payroll, taxes,
fringe benefits, professional
development, professional dues ..
Facilities expense-occupancy,
maintenance, depreciation,
rental of equipment......................
Other operating expenses-all
expenses not included above ....
Partner salaries and amount
remaining for distribution
to partners......................................

Do your partners incur practice
related business expenses which
are not reflected in the firm’s
income statement?........................
(*Percentage of yes answers)
*Under 5% of partnership
net income....................................
*5-10% of partnership
net income....................................
* over 10% of partnership
net income....................................

100.0

100.0

100.0

100.0

100.0

100.0

100.0

100.0

100.0

20.3

27.1

35.7

36.1
5.1
5.6

2.1

1.1

2.7

1.5

20.0
6.6
7.5
1.8
2.3

26.0

10.3

100.0
13.6
12.1
6.2
8.0

3.5

5.1

4.3

4.4

3.6

3.8

4.5

5.0

7.5
6.5

6.7

6.8

6.0

6.6

5.5

7.2

20.7

16.2
8.6

6.6

7.5
1.6
1.7

.4

.8

8.4
12.0
12.9

7.9
10.7
13.7

7.3
10.3
11.8

11.9

5.5
8.1
14.1

46.4

56.5

50.7

45.2

37.7

45.9

53.0

46.6

40.7

31.4

9.0

30.7

34.3

43.2

28.6

8.0

47.1

39.4

40.5

48.1

77.8

87.5

91.7

87.5

100.0

69.2

8.5

62.5

77.6

80.4

90.0

22.2

12.5

8.3

6.3

0

17.9
0
1.7

6.7
6.2
3.3

23.1

31.5
0

6.0

22.4
0
0

0
7.7
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EDP Security (Continued from page 3)
Processing should follow a prescribed schedule,
and a computer-produced or manual-usage log
should be maintained. The log should contain de
tails of how all computer time is spent and be
checked periodically with authorized processing
schedules and irregularities followed up.
There should be adequate controls to ensure
the protection and integrity of data files. Copies of
programs and files should be stored in a secure
area and supervised by someone with librarian
responsibilities (someone with no computer oper
ating functions). Records should be kept and the
files issued only to authorized persons in accord
ance with a prescribed operating schedule. The
librarian should make sure that files are returned.
Physical controls
Physical controls should protect against fire,
water damage, power failures and sabotage.
Fire is one of the most common risks and in
stallation of a fire alarm system is advisable. Dual
chamber ionization smoke detectors are reported
to be particularly effective since they detect
smoke rather than a rise in temperature. The in
stallation of an automatic extinguisher system
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1211 Avenue of the Americas
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should also be weighed, and hand fire extinguish
ers (class A — water — for paper fires; class C —
carbon dioxide — for electrical fires) should be
strategically placed where appropriate. An alarm
switch and a “power off” switch should be easily
accessible and battery-powered lights should be
available. Equipment should be regularly tested.
Attention should also be given to fire preven
tion. Computer rooms should be kept free of ex
cess paper and combustible cleaning agents and
should be cleaned regularly. Electrical wiring
should be installed by licensed professionals and
carefully checked before equipment is used.
Water pipes should not run through the com
puter center, and the computer should not be
located in the basement of a building in a flood
area.
Backup facilities
A backup system should consist of all items
necessary for the timely processing of vital data.
And backup files, programs, documentation and
necessary forms should be stored in a secure, dis
tant location. They should be kept current, and
updated master files and new transaction files
should be shipped to the storage location regu
larly.
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